Entertainment
Industry
Economics

A guide for financial analysis
SIXTH EDITION

Harold L. Vogel

CAMBRIDGE
@) UNIVERSITY PRESS



PUBLISHED BY THE PRESS SYNDICATE OF THE UNIVERSITY OF CAMBRIDGE
The Pitt Building, Trumpington Street, Cambridge, United Kingdom

CAMBRIDGE UNIVERSITY PRESS

The Edinburgh Building, Cambridge CB2 2RU, UK

40 West 20th Street, New York, NY 10011-4211, USA

477 Williamstown Road, Port Melbourne, VIC 3207, Australia
Ruiz de Alarcén 13, 28014 Madrid, Spain

Dock House, The Waterfront, Cape Town 8001, South Africa

http://www.cambridge.org
© Harold L. Vogel 2004

This book is in copyright. Subject to statutory exception

and to the provisions of relevant collective licensing agreements,
no reproduction of any part may take place without

the written permission of Cambridge University Press.

First edition 1986

Second edition 1990

Third edition 1994

Fourth edition 1998

Fifth edition 2001

Sixth edition 2004

Printed in the United States of America

Typeface Times Roman 10.75/12 pt. System IKTgX 2¢  [TB]

A catalog record for this book is available from the British Library.

Library of Congress Cataloging in Publication Data

ISBN 0 521 83612 3 hardback



Contents

Preface page Xix

Part I Introduction

Chapter 1 Economic perspectives 3
1.1 Time concepts 3
Leisure and work 3
Recreation and entertainment 4
Time 5
Expansion of leisure time 5

1.2 Supply and demand factors 9
Productivity 9
Demand for leisure 10
Expected utility comparisons 12
Demographics and debts 13

Barriers to entry 14



viii
1.3 Primary principles
Marginal matters

Price discrimination
Public good characteristics

1.4 Personal-consumption expenditure relationships

1.5 Industry structures and segments
Structures
Segments

1.6 Valuation variables
Discounted cash flows
Comparison methods
Options

1.7 Concluding remarks
Notes

Selected additional reading

Part I Media-dependent entertainment

Chapter 2 Movie macroeconomics
2.1 Flickering images

2.2 May the forces be with you
Evolutionary elements
Technology
Capital
Pecking orders
Exhibition
Production and distribution

2.3 Ups and downs

Admission cycles

Prices and elasticities

Production starts and capital

Releases and inventories

Market-share factors

Collateral factors
Exchange-rate effects
Trade effects

Financial aggregates

2.4 Markets — primary and secondary

Contents

16
16
19
19

19

23
23
24

29
29
30
31

31
33
37

41
42

44
44
44
47
48
48
49

50
50
52
53
55
57
57
57
62
64

64



Contents

2.5 Assets

Film libraries
Technology
Utilization rates
Interest and inflation rates
Collections and contracts
Library transfers

Real estate

2.6 Concluding remarks
Notes

Selected additional reading

Chapter 3 Making and marketing movies
3.1 Properties — physical and mental

3.2 Financial foundations
Common-stock offerings
Combination deals
Limited partnerships and tax shelters
Bank loans

3.3 Production preliminaries
The big picture
Labor unions

3.4 Marketing matters
Distributors and exhibitors
Sequencing
Distributor-exhibitor contracts
Release strategies, bidding, and other related practices
Exhibition industry characteristics:
(a) Capacity and competition
(b) Rentals percentages
Home video and merchandising
Home video
Merchandising
Marketing costs

3.5 Economic aspects
Profitability synopsis
Theoretical foundation

3.6 Concluding remarks

ix
68
68
70
70
71
74
74
75

75
76
80

82
82

84
84
85
86
89

90
90
92

93
93
93
94
97
99

103
103
106
107

107
107
108

111



X

Notes

Selected additional reading

Chapter 4 Financial accounting in movies and television

4.1

Dollars and sense
Contract clout
Orchestrating the numbers

4.2 Corporate overview

4.3

Revenue-recognition factors
Inventories

Amortization of inventory
Unamortized residuals

Interest expense and other costs
Calculation controversies
Statement of Position 00-2
Merger and acquisition issues

Big-picture accounting
Financial overview
Participation deals
Pickups
Coproduction-distribution
Talent participations and breakeven
Producers’ participations and cross-collateralizations
Home video participations
Distributor—exhibitor computations
Distributor deals and expenses
Studio overhead and other production costs
Truth and consequences

4.4 Television-programming accounting

4.5

4.6

Feature licensing

Program production and distribution
Development and financing processes
Syndication agreements
Costs of production
Costs and problems of distribution
Timing troubles

Weakest links
Exhibitors: The beginning and the end
Distributor—producer problems

Concluding remarks

Contents

112
127

132

132
132
133

134
134
135
136
138
138
139
140
143

143
143
149
149
149
150
153
153
154
155
158
159

162
162
163
163
165
168
169
170

172
173
175

175



Contents

Notes

Selected additional reading

Chapter 5 Music
5.1 Feeling groovy

5.2 Size and structure
Economic interplay
The American scene
The global scene

Composing, publishing, and managing

Royalty streams
Performances
Mechanical royalties
Synchronization fees
Copyright

Guilds and unions

Concerts and theaters

5.3 Making and marketing records
Deal maker’s delight
Production agreements
Talent deals
Production costs
Marketing costs
Distribution and pricing
Distribution
Pricing
Internet effects
5.4 Financial accounting and valuation
Artists’ perspective
Company perspective
Valuation aspects

5.5 Concluding remarks
Notes

Selected additional reading

Chapter 6 Broadcasting

6.1 Going on the air
Technology and history
Basic operations

xi
176
190

192
192

196
196
196
199
201
201
201
202
203
203
204
204

205
205
205
206
207
207
208
208
210
210

211
211
215
217

218
218
227

229

229
229
233



xii

Regulation

Organizational patterns and priorities

Networks and affiliates
Ratings and audiences
Inventories

Independent and public broadcasting stations

6.2 Economic characteristics
Macroeconomic relationships
Microeconomic considerations

6.3 Financial-performance characteristics

Variable cost elements
Financial-accounting practices

6.4 Valuing broadcast properties
6.5 Concluding remarks
Notes

Selected additional reading

Chapter 7 Cable

7.1 From faint signals
Pay services evolve

7.2 Cable industry structure
Operational aspects
Franchising
Revenue relationships

7.3 Financial characteristics
Capital concerns
Accounting conventions

7.4 Development directions

Pay-per-view

Cable’s competition
DBS/DTH
MMDS/LMDS
SMATV
STV

Telephone companies

7.5 Valuing cable-system properties

7.6 Concluding remarks

Contents

235
236
236
239
241
243

243
243
244

246
246
247

250
252
253
260

265

265
266

270
270
271
274

276
276
279

281
281
281
282
282
282
282
282

283
285



Contents

Notes

Selected additional reading

Chapter 8 The Internet
8.1 Casting a wide net

8.2 Rules of the road
Laws of the media
Network features

8.3 Operational aspects
Agent of change
Revenue sources

Adpvertising
Fees

8.4 Accounting and valuation
Accounting
Valuation

8.5 Concluding remarks
Notes

Selected additional reading

Chapter 9 Publishing

9.1 Gutenberg’s gift
First words
Operating characteristics

9.2 Segment specifics
Books
Educational and professional
Trade
Periodicals
Newspapers
Magazines and other periodicals

9.3 Multimedia
Developer/publisher issues
Distribution issues

9.4 Accounting and valuation
Accounting
Valuation

xiii
286
292

295
295

296
296
299

300
300
302
302
303

303
303
304

306
307
308

311

311
311
312

314
314
315
316
317
317
319

322
322
323

323
323
324



Xiv
9.5 Concluding remarks
Notes

Selected additional reading

Chapter 10 Toys and games

10.1 Not just for kids
Financial flavors
Building blocks

10.2 Chips ahoy!
Slots and pins
Pong: pre and apres

10.3 Structural statements
Home video games
Coin-op
Profit dynamics

10.4 Concluding remarks
Notes

Selected additional reading

Part III Live entertainment

Chapter 11 Gaming and wagering

11.1 From ancient history

At first

Gaming in America
Preliminaries
The Nevada experience
Enter New Jersey
Horse racing
Lotteries

Indian reservations, riverboats, and other wagering

areas

11.2 Money talks
Macroeconomic matters
Funding functions
Regulation

Financial performance and valuation

Contents

324
325
327

330

330
331
333

336
337
337

339
339
340
341

342
343
347

353

353
353
354
354
355
357
359
363

363

365
365
367
369
371



Contents

11.3 Underlying profit principles and terminology

Principles
Terminology and performance standards

11.4 Casino management and accounting policies

Marketing matters
Cash and credit
Procedural paradigms

11.5 Gambling and economics
11.6 Concluding remarks
Notes

Selected additional reading

Chapter 12 Sports

12.1 Spice is nice
Early innings
Media connections
The wagering connection

12.2 Operating characteristics
Revenue sources and divisions
Labor issues

12.3 Tax accounting and valuation
Tax issues
Historical development
Current treatments
Asset valuation factors

12.4 Sports economics
12.5 Concluding remarks
Notes

Selected additional reading

Chapter 13 Performing arts and culture

13.1 Audiences and offerings
Commercial theater
On and off Broadway
Circus
Orchestras
Opera
Dance

XV

372
372
373

377
377
378
380

381
383
383
389

393

393
393
394
397

398
398
399

401
401
401
403
403

405
406
406
414

420

420
421
421
427
428
428
428



Xvi

13.2 Funding sources and the economic dilemma

13.3 The play’s the thing
Production financing and participations
Operational characteristics

13.4 Economist echoes
Organizational features
Elasticities
Price discrimination
Externalities

13.5 Concluding remarks
Notes

Selected additional reading

Chapter 14 Amusement/theme parks

14.1 Flower power
Gardens and groves
Modern times

14.2 Financial operating characteristics
14.3 Economic sensitivities

14.4 Valuing theme-park properties
14.5 Concluding remarks

Notes

Selected additional reading

Part IV Roundup

Chapter 15 Epilog
15.1 Common elements

15.2 Guidelines for evaluating entertainment securities
Cash flows and private market values
Debt/equity ratios
Price/earnings ratios
Price/sales ratios
Enterprise values
Book value

15.3 Final remarks

Contents

429

431
431
433

435
435
436
436
437

437
438
443

447

447
447
448

449
454
456
457
457
459

463
463

466
466
466
466
468
469
469

469



Contents

Appendix A: Sources of information

Appendix B: Major games of chance

Blackjack
Craps
Roulette
Baccarat
Slots
Other casino games
Poker
Keno
Big Six Wheel
Bingo
Pai Gow, Fan Tan, and Sic Bo
Pan
Trente-et-quarante (Rouge et Noir)
Lotteries
Tracks
Sports book

Notes

Appendix C: Supplementary data
Glossary
References

Index

xvii

471

473

473
475
477
480
482
483
483
483
484
484
484
485
485
486
488
489

490

493
515
541
561



1

Economic perspectives

To everything there is a season, and a time to every purpose
under the heaven. — Ecclesiastes

Extending this famous verse, we can also say that there is a time for work
and a time for play. There is a time for leisure.

An important distinction, however, is to be made between the precise con-
cept of a time for leisure and the semantically different and much fuzzier
notion of leisure time, our initial topic. In the course of exploring this sub-
ject, the fundamental economic forces that affect spending on all forms of
entertainment will be revealed, and our understanding of what motivates
expenditures for such goods and services will be enhanced. Moreover, the
perspectives provided by this approach will enable us to see how entertain-
ment is defined and how it fits into the larger economic picture.

1.1 Time concepts

Leisure and work

Philosophers and sociologists have long wrestled with the problem of defin-
ing leisure — the English word derived from the Latin licere, which means
“to be permitted” or “to be free.” In fact, as Kraus (1978, p. 38) and Neulinger

3



4 1 ECONOMIC PERSPECTIVES

(1981, pp. 17-33) have noted, leisure has usually been described in terms of
its sociological and psychological (state-of-mind) characteristics.!

The classical attitude was epitomized in the work of Aristotle, for whom
the term leisure implied both availability of time and absence of the necessity
of being occupied (De Grazia 1962, p. 19). According to Aristotle, that very
absence is what leads to a life of contemplation and true happiness — yet only
for an elite few, who would not have to provide for their daily needs. Veblen
(1899) similarly saw leisure as a symbol of social class. To him, however,
it was associated not with a life of contemplation, but with the “idle rich,”
who identified themselves through its possession and its use.

Leisure has more recently been conceptualized either as a form of ac-
tivity engaged in by people in their free time or, preferably, as time free
from any sense of obligation or compulsion.? As such, the term leisure
is now broadly used to characterize time not spent at work (where there
is an obligation to perform). Naturally, in so defining leisure by what it is
not, metaphysical issues remain largely unresolved. There is, for instance, a
question of how to categorize work-related time such as that consumed in
preparation for, and in transit to and from, the workplace. And sometimes
the distinctions between one person’s vocation and another’s avocation are
difficult to draw: People have been known to “work” pretty hard at their
hobbies.

Although such problems of definition appear quite often, they fortunately
do not affect analysis of the underlying concepts.

Recreation and entertainment

In stark contrast to the impressions of Aristotle or Veblen, today we rarely,
if ever, think of leisure as contemplation or as something to be enjoyed only
by the privileged. Instead, “free” time is used for doing things and going
places, and the emphasis on activity more closely corresponds to the notion
of recreation — refreshment of strength or spirit after toil — than to the views
of the classicists.

The availability of time is, of course, a precondition for recreation, which
can be taken literally as meaning re-creation of body and soul. But because
such active re-creation can be achieved in many different ways — by playing
tennis, or by going fishing, for example — it encompasses aspects of both
physical and mental well-being. As such, recreation may or may not contain
significant elements of amusement and diversion or occupy the attention
agreeably. For instance, amateurs training to run a marathon might arguably
be involved in a form of recreation. But if so, the entertainment aspect here
would be rather minimal.

As noted in the preface, however, entertainment is defined as that which
produces a pleasurable and satisfying experience. The concept of entertain-
ment is thus subordinate to that of recreation: It is more specifically defined
through its direct and primarily psychological and emotional effects.
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Time

Most people have some hours left over — “free time,” so to speak — after
subtracting the hours and minutes needed for subsistence (mainly eating and
sleeping), for work, and for related activities. But this remaining time has a
cost in terms of alternative opportunities forgone.

Because time is needed to use or to consume goods and services as well as
to produce them, economists have attempted to develop theories that treat it
as a commodity with varying qualitative and quantitative cost features. How-
ever, as Sharp (1981) notes in his comprehensive coverage of this subject,
economists have been only partially successful in this attempt:

Although time is commonly described as a scarce resource in economic literature, it is still
often treated rather differently from the more familiar inputs of labor and materials and
outputs of goods and services. The problems of its allocation have not yet been fully or
consistently integrated into economic analysis. (p. 210)

Nevertheless, investigations into the economics of time, including those of
Becker (1965) and DeSerpa (1971), have suggested that the demand for
leisure is affected in a complicated way by the cost of time to both produce and
consume. For instance, according to Becker (see also Ghez and Becker 1975):

The two determinants of the importance of forgone earnings are the amount of time used
per dollar of goods and the cost per unit of time. Reading a book, getting a haircut, or
commuting use more time per dollar of goods than eating dinner, frequenting a nightclub,
or sending children to private summer camps. Other things being equal, forgone earnings
would be more important for the former set of commodities than the latter.

The importance of forgone earnings would be determined solely by time intensity only
if the cost of time were the same for all commodities. Presumably, however, it varies
considerably among commodities and at different periods. For example, the cost of time is
often less on weekends and in the evenings. (Becker 1965, p. 503)

From this it can be seen that the cost of time and the consumption-time
intensity of goods and services (e.g., intensity, or commitment, is usually
higher for reading a book than reading a newspaper) are significant factors
when selecting from among entertainment alternatives.

Expansion of leisure time

Most of us do not normally experience sharp changes in our availability of
leisure time (except on retirement or loss of job). Nevertheless, there is a
fairly widespread impression that leisure time has been trending steadily
higher ever since the Industrial Revolution of more than a century ago. Yet
the evidence on this is mixed. Figure 1.1 shows that in the United States the
largest increases in leisure time — workweek reductions — for agricultural and
nonagricultural industries were achieved prior to 1940. But more recently,
the lengths of average workweeks, as adjusted for increases in holidays and
vacations, have scarcely changed for the manufacturing sector and have
also stopped declining in the services sector (Table 1.1 and Figure 1.2). By



6 1 ECONOMIC PERSPECTIVES

Table 1.1. Average weekly hours at work,
1948-1995%, and median weekly hours at work
for selected years”

Average hours at work Median hours at work
Year Unadjusted Adjusted® Year Hours
1948 427 41.6 1973 40.6
1956 43.0 41.8 1975 43.1
1962 43.1 41.7 1980 46.9
1969 43.5 42.0 1984 473
1975 422 40.9 1987 46.8
1986 42.8 1995 50.6

¢ Nonstudent men in nonagricultural industries. Source:
Owen (1976, 1988).

b Source: Harris (1995).

¢ Adjusted for growth in vacations and holidays.

Average Weekly Hours Average Weekly Hours
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Figure 1.1. Estimated average weekly hours for all persons employed in agricultural and
nonagricultural industries, 1850-1940 (ten-year intervals) and 1941-56 (annual averages
for all employed persons, including the self-employed and unpaid family workers.)
Source: Zeisel (1958).
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Figure 1.2. Average weekly hours worked by production workers in (a) manufacturing,
1947-2002 and (b) service industries, 1964-2002. Source: U.S. Department of Commerce.

comparison, average hours worked in other major countries, as illustrated in
Figure 1.3, have declined markedly since 1970.

Although this suggests that there has been little, if any, expansion of leisure
time in the United States, what has apparently happened instead is that work
schedules now provide greater diversity. As noted by Smith (1986), “A larger
percentage of people worked under 35 hours or over 49 hours a week in 1985
than in 1973, yet the mean and median hours (38.4 and 40.4 respectively, in
1985) remained virtually unchanged.”

If findings from public-opinion surveys of Americans and the arts con-
ducted in 1995 and earlier years by Louis Harris and Associates, Inc. are
to be believed, the number of hours available for leisure may actually be
declining.* This view has also been supported by Schor (1991, p. 29) with
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Figure 1.3. Average annual hours worked in the United States versus other countries,
1970-2002. Source: OECD Employment Outlook.

an estimate that, between 1969 and 1987, “the average employed person is
now on the job an additional 163 hours, or the equivalent of an extra month
a year . . . and that hours have risen across a wide spectrum of Americans
and in all income categories.”

These data also appear suspect, however, with some evidence to the con-
trary provided by Robinson (1989, p. 34), who has measured free time by age
categories and found that “most gains in free time have occurred between
1965 and 1975 [but] since then, the amount of free time people have has re-
mained fairly stable.” By adjusting for age categories, the case for an increase
in total leisure hours available becomes much more persuasive.® In addition,
Roberts and Rupert (1995) found that total hours of annual work have not
changed by much but that the composition of labor has shifted from home
work to market work with nearly all the difference attributable to changes in
the total hours worked by women. A similar conclusion as to average annual
hours worked was also reached by Rones, Ilg, and Gardner (1997)." Yet,
as Jacobs and Gerson (1998, p. 457) note, “even though the average work
week has not changed dramatically in the U.S. over the last several decades,
a growing group of Americans are clearly and strongly pressed for time.”

In all, it seems safe to say that for most middle-aged and middle-income
Americans leisure time is not expanding.® However, no matter what the
actual rate of expansion or contraction may be, there has been a natural
evolution toward repackaging the time set aside for leisure into more long
holiday weekends and extra vacation days rather than in reducing the minutes
worked each and every week.’ Particularly for those in the higher-income
categories — conspicuous consumers, as Veblen would say — the result is that
personal-consumption expenditures (PCEs) for leisure activities are likely to
be intense, frenzied, and compressed instead of evenly metered throughout
the year. Moreover, with some adjustment for cultural differences, the same
pattern is likely to be seen wherever large middle-class populations emerge.
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Table 1.2. Time spent by adults on selected leisure activities, 1970 and
2000 estimates

% of total time accounted

Hours per person per year® for by each activity
Leisure activity 1970 2000 1970 2000
Television 1,226 1,603 46.5 46.1
Network affiliates 667 19.2
Independent stations 189 54
Basic cable programs 661 19.0
Pay cable programs 86 2.5
Radio 872 1,065 33.1 30.6
Home 394 11.3
Out of home 671 19.3
Newspapers 218 151 8.3 43
Recorded music 68 317 2.6 9.1
Magazines 170 80 6.5 23
Leisure books 65 93 2.5 2.7
Movies: theaters 10 12 0.4 0.3
home video 57 1.6
Spectator sports 3 15 0.1 0.4
Video games: arcade 7 0.2
home 69 2.0
Cultural events 3 T 0.1 0.2
Total 2,635 3,476 100.0° 100.0°
Hours per adult per week ~ 50.7 66.8
Hours per adult per day 7.2 9.5

¢ Averaged over participants and nonparticipants.
b Totals not exact because of rounding. Also excludes 50 hours of Internet usage in 2000.
Source: CBS Office of Economic Analysis, Wilkofsky Gruen Associates, Inc.

Estimated apportionment of leisure hours among various activities, and
the changes in such apportionment between 1970 and 2000, are indicated in
Table 1.2.1°

1.2 Supply and demand factors

Productivity

Ultimately, though, more leisure time availability is not a function of govern-
ment decree, labor union activism, or factory-owner altruism. It is a function
of the rising trend in output per person-hour — in brief, rising productivity of
the economy. Quite simply, technological advances embodied in new capital
equipment, in the training of a more skilled labor pool, and in the development



